
UNITED STATES BANKRUPTCY COURT
WESTERN DISTRICT OF NEW YORK
____________________________________________

In re:
CASE NO. 98-20728

AAPEX SYSTEMS, INC.

Debtors. DECISION & ORDER
____________________________________________

LUCIEN A. MORIN, II, TRUSTEE
OF AAPEX SYSTEMS, INC., 

Plaintiffs,

V. AP #99-2082

ELMIRA WATER BOARD, 
Defendants.

____________________________________________

LUCIEN A. MORIN, II, TRUSTEE
OF AAPEX SYSTEMS, INC., 

Plaintiffs,

V. AP #99-2054

CANTON SABRECOM, INC., 
Defendants.

____________________________________________

LUCIEN A. MORIN, II, TRUSTEE
OF AAPEX SYSTEMS, INC., 

Plaintiffs,
V. AP #99-2137

SOUTH WILLIAMSPORT SABRECOM, INC.,

Defendants.
____________________________________________



BK. 98-20728
AP. 99-2082, 99-2054, 99-2137   

Page 2

1  The standard form “Payroll Service Agreement” which AAPEX entered into
with its clients enumerated the services it provided, as follows:

“1. Services Provided.  AAPEX shall provide pursuant to the terms of
this agreement payroll processing services and CLIENT shall purchase
from AAPEX such payroll services.  These services shall include a
provision of payroll checks including signed checks and signed
checks, payroll registers and management reports including current
payroll registers, employee status reports, quarter to date
reporting to the appropriate governmental authorities, and banking
services including maintenance of a master payroll account, direct
deposits, and payment by CLIENT of bank service charges.”

BACKGROUND

On February 27, 1998, an involuntary Chapter 7 petition was filed against AAPEX Systems,

Inc. (“AAPEX”).  An Order for Relief was entered on March 23, 1998, after AAPEX consented to

the relief requested in the involuntary petition, and on April 1, 1998, Lucien A. Morin, II, Esq. was

appointed as the Chapter 7 case trustee (the “Trustee”).

AAPEX had been in the business of providing payroll and related services to clients.1

After the Order for Relief was entered, former clients of AAPEX filed proofs of claim which

asserted that they were owed in excess of one million dollars from AAPEX because they remained

liable for payroll taxes that AAPEX had failed to pay on their behalf pursuant to the Payroll Service

Agreement, even though they had paid AAPEX the amount of money necessary to pay their tax

liabilities.  Some of the proofs of claim also asserted that AAPEX was liable for the penalties and

interest that the taxing authorities had assessed against the claimants because AAPEX had failed to

pay their payroll taxes when they were due.

Between February 4, 1999 and March 29, 1999, the Trustee commenced fifty-eight separate

adversary proceedings against former clients of AAPEX.  The Trustee alleged that various transfers

made by AAPEX: (1) to the Internal Revenue Service (the “IRS”) or state taxing authorities in order
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2  The AAPEX Marine Midland Bank account appears to be the master payroll
account referred to in Paragraph 1 of the Payroll Service Agreement.  See
Footnote 1.

to pay past due payroll taxes or related penalties and interest for those clients; or (2) to the clients,

so that they could pay their own past due payroll taxes which AAPEX had failed to pay, were

avoidable preferential transfers.

In his Complaint against the Elmira Water Board (“Elmira”), the Trustee alleged that the

transfers which resulted when five checks written by AAPEX on its Marine Midland Bank account

(the “Master Payroll Account”)2 cleared within the 90-day preference period were avoidable
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3  Section 547(b) provides that:

(b) Except as provided in subsection (c) of this
section, the trustee may avoid any transfer of an
interest of the debtor in property—

(1) to or for the benefit of a creditor;

(2) for or on account of an antecedent
debt owed by the debtor before such
transfer was made;

(3) made while the debtor was insolvent;

(4) made—

(A) on or within 90 days
before the date of the filing
of the petition; or

(B) between ninety days and
one year before the date of the
filing of the petition, if such
creditor at the time of such
transfer was an insider; and

(5) that enables such creditor to receive
more than such creditor would receive if—

(A) the case were a case
under chapter 7 of this title;

(B) the transfer had not been
made; and

(C) such creditor received
payment of such debt to the
extent provided by the
provisions of this title.

11 U.S.C. §547(b) (1999.)

preferential transfers under Section 547.3  The five transfers which the Trustee sought to avoid in the

“Elmira Adversary Proceeding” can be summarized as follows:

Transaction Check # Date Cleared Payee Amount Purpose

#1 39743 12/9/97 IRS $57,975.56 2nd 1/4 ‘97 Tax

#2 95128 1/18/98 IRS $11,918.27 2nd 1/4 ‘97 Tax

Penalty & Interest
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4  Canton and Williamsport are wholly owned subsidiaries of Sabre
Communications, Inc.. (“Sabre”).  Each entered into a Payroll Service Agreement
with AAPEX that was executed by Mr. Keith Thomas, the Treasurer of Sabre.

#3 95145 1/27/98 Elmira $82,924.64 3rd 1/4 ‘97 941 Tax

#4 95146 1/28/98 IRS $11,042.30 3rd 1/4 ‘97 Tax

Penalty & Interest

#5 95147 1/28/98 IRS $65,277.59 4 th 1/4 ‘97 941 Tax

In his Complaint against Canton Sabrecom, Inc. (“Canton”), the Trustee alleged that the

transfer which resulted when a check written by AAPEX on its Master Payroll Account cleared

within the 90-day preference period was an avoidable preferential transfer under Section 547.  The

transfer which the Trustee sought to avoid in the “Canton Adversary Proceeding” was as follows:

Transaction Check # Date Cleared Payee Amount Purpose

#1 95133 1/29/98 IRS $ 1,002.28 3rd 1/4 ‘96 P enalty &

Interest

In his Complaint against South Williamsport Sabrecom, Inc. (“Williamsport”)4, the Trustee

alleged that the transfers which resulted when three checks written by AAPEX on its Master Payroll

Account cleared within the 90-day preference period were avoidable preferential transfers under

Section 547.  The three transfers which the Trustee sought to avoid in the “Williamsport Adversary

Proceeding” can be summarized as follows:

Transaction Check # Date Cleared Payee Amount Purpose

#1 31831 12/2/97 IRS $ 20,786.80 2nd 1/4 ‘97 941

Tax

#2 38679 12/18/97 IRS $ 11,918.27 4 th 1/4 ‘96

Penalty &

Interest
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#3 95008 12/17/97 Williamsport $138,224.17 2nd, 3rd & 4th 1/4

‘97 941 Tax

On March 2, 1999, Elmira interposed an Answer which: (1) denied that the transfers to the

IRS to pay penalties and interest were for the benefit of Elmira; (2) denied “any inference that the

sums transferred, except the sums of $11,918.27 and $11,042.30, were property of Debtor”; and (3)

alleged that AAPEX had a duty to pay over to the IRS the funds in its possession that Elmira had

paid to AAPEX because they were subject to a trust.

On May 7, 1999, Elmira filed a Motion for Summary Judgment (the “Elmira Motion for

Summary Judgment”) pursuant to Rule 7056, captioned as a Notice of Motion to Dismiss Complaint,

which alleged that the Trustee’s Complaint failed to state a claim upon which relief could be granted.

The Motion alleged that: (1) funds, consisting of withholding taxes deducted from the wages of

Elmira’s employees, were deposited into an escrow account maintained by AAPEX until they were

transferred to the IRS or Elmira by the five checks enumerated in the Trustee’s Complaint; (2) the

funds transferred to Elmira and the IRS to pay the unpaid payroll taxes of Elmira, rather than the

amounts due from Elmira for penalties and interest, were not the property of AAPEX, so that the

requirement of Section 547(b) that the debtor must have an interest in the property transferred had

not been met; and (3) the funds transferred to the IRS and Elmira for the payment of taxes were not

the property of AAPEX because: (a) the decision of the United States Supreme Court in Begier v.

Internal Revenue Service, 496 U.S. 53 (1990) (“Begier”) held that monies withheld from an

employee’s wages were not recoverable from the Internal Revenue Service when a payment was

made to it during the preference period for past due payroll taxes, because the payments were

deemed to be the payment of trust funds that were not the property of the employer-debtor; (b) the
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5  Section 7501. Liability for taxes withheld or collected

(a) General rule.--Whenever any person is required to
collect or withhold any internal revenue tax from any
other person and to pay over such tax to the United
States, the amount of tax so collected or withheld shall
be held to be a special fund in trust for the United
States.  The amount of such fund shall be assessed,
collected, and paid in the same manner and subject to
the same provisions and limitations (including
penalties) as are applicable with respect to the taxes
from which such fund arose.

(b) Penalties.--
For penalties applicable to violations of
this section, see sections 6672 and 7202.

26 U.S.C. § 7501 (1999).

Begier rationale should be extended to the transfers of funds made by AAPEX to the IRS and to

Elmira, which then paid the funds over to the IRS, even though the payments were not made by the

employer who withheld the wages; (c) it did not matter whether the funds transferred by AAPEX to

the IRS and Elmira were actually the payroll taxes withheld from the employees of Elmira, or

whether they were payroll taxes withheld from the employees of other clients of AAPEX, since in

either case, the funds were trust funds and were not property in which AAPEX had an interest for

purposes of Section 547; and (d) even if the funds transferred by AAPEX to the IRS and Elmira were

not impressed with a trust pursuant to 26 U.S.C. § 75015 (“Section 7501"), the funds were paid over

to AAPEX by its clients in escrow, pursuant to the terms of the Payroll Service Agreement, so that

beneficial title to the funds never passed to AAPEX.

On April 12, 1999, Canton and Williamsport filed motions pursuant to Rule 7012(b) to

dismiss the Trustee’s Complaints.  The Motions alleged that the Complaints failed to state a claim

upon which relief could be granted (the “Canton and Williamsport Motions to Dismiss”).  The

Canton and Williamsport Motions alleged that the funds transferred to the IRS and Williamsport,

which then paid the funds over to the IRS, as enumerated in the Trustee’s Complaints, were not the
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6  The Court believes that other companies which provide similar payroll
services never receive monies from the clients to pay payroll and payroll taxes,
but provide checks to the clients for those payments which are drawn on accounts

property of AAPEX, but were at all times the exclusive property of the United States Government.

The Motions further alleged that the funds transferred to the IRS and Williamsport were not the

property of AAPEX because: (1) AAPEX was at all times acting as an agent and successor trustee

to Canton and Williamsport with respect to the funds which were withheld from the wages of the

employees of Canton and Williamsport and impressed with a Section 7501 trust; (2) Section 7501

trust fund taxes are the exclusive property of, and are for the exclusive use of, the United States

Government; (3) a Section 7501 trust is a floating trust in a specific dollar amount that does not

attach to specific identifiable funds; and (4) the funds which AAPEX transferred to the IRS and

Williamsport, as enumerated in the Trustee’s Complaints, would not have been property of the

bankruptcy estate had they been in the possession of AAPEX at the time the Order for Relief was

entered, because AAPEX had, at best, only bare legal title to the funds and no beneficial interest.

The Trustee interposed opposition to the Elmira, Canton and Williamsport Motions which

asserted that: (1) pursuant to the terms of the Payroll Service Agreement, a client would provide

AAPEX with its payroll information for a pay period and when advised by AAPEX, pay it, for

deposit into the Master Payroll Account: (a) in some cases the amount necessary to pay that client’s

payroll; (b) the amount necessary to pay the clients payroll taxes; and (c) the processing fees due

AAPEX; (2) pursuant to the terms of the Payroll Service Agreement, AAPEX was obligated to

process a client’s payroll information, deliver payroll checks drawn on the Master Payroll Account

to the client for distribution to its employees, and pay the client’s payroll tax liabilities to the IRS

and the appropriate state taxing authorities6; (3) after Elmira and Williamsport realized that AAPEX
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maintained by the clients.

had failed to pay certain of their payroll tax liabilities to the IRS, they demanded and received checks

from AAPEX, drawn on the Master Payroll Account, and utilized the funds received to pay the past

due payroll taxes enumerated in the Trustee’s Complaints; (4) since AAPEX had agreed to pay any

penalties and interest assessed to a client because of its failure to pay any payroll taxes when due,

the amounts paid to the IRS by AAPEX in payment of penalties and interest assessed to Elmira,

Canton and Williamsport, as enumerated in the Trustee’s Complaints, could not have been paid from

the amounts paid to AAPEX by those clients which they have asserted were trust funds or amounts

held in escrow; (5) the amounts paid to AAPEX by clients in connection with the services AAPEX

contracted to perform under the Payroll Service Agreement were not funds required to be or actually

ever held in trust by AAPEX; (6) the amounts paid to AAPEX by clients in connection with the

Payroll Service Agreement were always co-mingled by AAPEX and were unidentifiable as to the

source; (7) because during the preference period the Master Payroll Account was continuously

overdrawn, the amounts transferred by AAPEX to the IRS, Elmira and Williamsport, as enumerated

in the Trustee’s Complaints, were not the funds paid by those clients to AAPEX in order for it to pay

the payroll taxes or the penalties and interest for the specific taxable quarters in question; (8) because

the fact situations were nearly identical, the rationale of the United States Court of Appeals for the

Ninth Circuit in its decision in In re Hamilton Taft & Co., 53 F.3d 285 (9th Cir.), vacated 68 F.3d 337

(9th Cir. 1995) (“Hamilton Taft”), should be utilized by the Court in deciding the pending Motions;

and (9) like the fact situation in Hamilton Taft, and unlike the fact situation in Begier: (a) the

transfers by AAPEX which the Trustee asserted he could avoid were not made by the taxpayer
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employer to the IRS, but were made by a third-party service provider, and in some cases not even

to the IRS; (b) the transfers were of funds co-mingled and unidentifiable as to the source, and were

clearly not the actual funds withheld from the wages of the employees of Elmira, Canton or

Williamsport for the specific tax quarters enumerated in the Trustee’s Complaints; (c)the amounts

paid to AAPEX by its clients were not impressed with a trust, but were simply general funds of the

clients in which AAPEX had a legal and beneficial interest so that it could perform the services that

the parties had contracted for in Payroll Service Agreement; and (d) the use of reasonable “tracing

presumptions” could not result in a finding that the funds transferred by AAPEX to Elmira, Canton

and Williamsport, as enumerated in the Trustee’s Complaints, were the funds of those employer-

clients that were paid to AAPEX by those clients and impressed with a Section 7501 trust for the

taxes or the penalties or interest actually paid with those specific funds.

DISCUSSION

I. Motions to Dismiss

Rule 8(a)(2) of the Federal Rules of Civil Procedure, made applicable by Rule 7008, requires

that a pleading which sets forth a claim for relief contain a short and plain statement of the claim

showing that the pleader is entitled to relief.

Rule 8(f) of the Federal Rules of Civil Procedure, requires that all pleadings be construed to

do substantial justice.

This Court, in considering motions to dismiss under Rule 7012 for a failure to state a claim

upon which relief can be granted, is aware that: (1) the purpose of such a motion is to test the legal

sufficiency of a complaint; (2) the court should view the complaint in a light that accepts the truth
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of all material factual allegations and then draw all reasonable inferences in favor of the plaintiff;

(3) the complaint need only meet the liberal requirement of a short and plain statement of the claim

that will give the defendant fair notice of what the plaintiff’s claim is and the grounds upon which

it rests; and (4) nevertheless, the complaint should be well pleaded and it must contain more than

mere conclusory statements that a plaintiff has a valid claim of some type and is thus deserving of

relief, See In re Johns Insulation, Inc., 221 B.R. 683, 687 (Bankr. E.D.N.Y. 1998) and the cases cited

therein.

The Court is also aware that: (1) a motion to dismiss pursuant to Rule 7012 may not be

granted unless it appears beyond a doubt that the plaintiff can prove no set of facts in support of his

claim which would entitle him to relief; and (2) the court is not entitled to consider matters outside

the pleadings or to weigh evidence that might be presented at trial.  See In Re Albion Disposal, Inc.,

217 B.R. 394, 401 (W.D.N.Y. 1997) (“Albion Disposal”).

The Court is further aware that: (1) justice requires that the defendant be served with a

complaint which states the particular statute or code section relied upon by the plaintiff and a set of

facts to provide the defendant with enough information to formulate and file an answer, See In re

Marceca, 127 B.R. 328, 332 (Bankr. S.D.N.Y. 1991); and (2) if the court relies upon matters found

outside the complaint, it is required to convert the motion to dismiss into a motion for summary

judgment, See Johns Insulation, at 685.

Since the Court has clearly considered matters outside the pleadings in deciding these

matters, it must treat both of the pending motions as motions for summary judgment.

II. Summary Judgment






































